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TEACHERS’ RETIREMENT & PENSION SYSTEMS

The Teachers’ Retirement System was established by the General Assembly in 1927 and
is the oldest plan administered by the State Retirement and Pension System of Maryland.
Equally important to the retirement security of state and local teachers is the Teachers’
Pension System which was established in 1980. Today, the Teachers’ Retirement and
Pension Systems comprise state and local teachers of the public school systems, as well
as certain employees of boards of education, public libraries and commumnity colleges.
Active membership involves over 97,000 participants. The combined systems provide

survivor, disability and retirement benefits to plan members.
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DEPARTMENT OF LEGISLATIVE SERVICES
OFFICE OF LEGISLATIVE AUDITS
MARYLAND GENERAL ASSEMBLY

Karl S. Aro Bruce A. Myers, CPA
Executive Director Legislative Auditor

INDEPENDENT AUDITOR’S REPORT

BOARD OF TRUSTEES
STATE RETIREMENT AND
PENSION SYSTEM OF MARYLAND

We have audited the accompanying basic financial statements of the State Retirement and Pension System of
Maryland, which is a pension trust fund of the State of Maryland, as of June 30, 2003 and 2002, as listed in the table
of Contents. These financial statements are the responsibility of the System’s management. Our responsibility is to
express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with the standards applicable to financial audits contained in Government
Auditing Standards, issued by the Comptroller General of the United States. Those standards require that we plan and
perform the audit to obtain reasonable assurance about whether the financial statements are free of material misstate-
ment. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles used and significant estimates made by manage-
ment, as well as evaluating the overall financial statement presentation. We believe that our audits provide a reasonable
basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the plan net assets of
the State Retirement and Pension System of Maryland as of June 30, 2003 and 2002, and the changes in plan net assets
for the years then ended, in conformity with accounting principles generally accepted in the United States of America.

The Management’s Discussion and Analysis (MD&A) is not a required part of the basic financial statements but is
supplementary information required by accounting principles generally accepted in the United States of America. We
have applied certain limited procedures, which consisted principally of inquiries of management regarding the methods
of measurement and presentation of the MD&A. However, we did not audit the information and do not express an opin-
ion on it.

Our audits were made for the purpose of forming an opinion on the basic financial statements taken as a whole. The
accompanying required supplementary information and other supplementary information, as listed in the table of con-
tents, are presented for purposes of additional analysis and are not a required part of the basic financial statements. Such
information has been subjected to the auditing procedures applied in our audits of the basic financial statements and, in
our opinion, is fairly stated in all material respects in relation to the basic financial statements taken as a whole.

In accordance with Government Auditing Standards, we have also issued our report dated November 7, 2003 on our
consideration of the State Retirement and Pension System of Maryland’s internal control over financial reporting and on
our tests of its compliance with certain provisions of laws, rules, regulations and contracts. This report is an integral part
of an audit performed in accordance with Government Auditing Standards and should be read in conjunction with this
report in considering the results of our audits.

The other data included in this report have not been audited by us and, accordingly, we express no opinion
on such data.

Bruce A. Myers, CPA
Legislative Auditor

November 7, 2003

301 West Preston Street ® Room 1202 e Baltimore, Maryland 21201
410-946-5900/301-970-5900 ¢ FAX 410-946-5999/301-970-5999
Other areas in Maryland 1-877-486-9964

14 State Retirement and Pension System of Maryland



Financial Section

MANAGEMENT’S DISCUSSION AND ANALYSIS

To help facilitate a better understanding of the State Retirement and Pension System of Maryland’s (the “System”) financial condition as
of June 30, 2003, the results of its operations for the fiscal year then ended and the fiscal policies that govern its significant business
operations, management has prepared this narrative analysis. This narrative is intended to supplement the System’s audited financial
statements and, as such should be read in conjunction with these statements, which are presented beginning on page 20.

Overview of the Financial Statements

As required by Generally Accepted Accounting Principles, the System’s basic financial statements comprise the comparative Statements
of Plan Net Assets and Statements of Changes in Plan Net Assets, along with the related note disclosures. In addition, the System’s finan-
cial statements include certain required supplementary information (e.g., schedules of funding progress, and employer contributions) as
well as other supplementary schedules considered relevant to the financial statement user (e.g., schedules of fund balances, administra-
tive and investment expenses, plan net assets and related changes by system). To better understand the relevance of the information
presented in the System’s financial statements and related notes and supplementary information, it is helpful to first consider what pur-
pose each component is intended to serve.

The Statements of Plan Net Assets present a comparative, summary-level snapshot, as of a specific point in time (i.e., June 30th — the
last day of the System’s fiscal year), of the market value of the net assets available to pay future pension benefits to retirees and benefi-
ciaries. To assist the reader in understanding the composition of the System’s accumulated net assets the most significant components
(e.g., cash and cash-equivalent securities, investments) are separately disclosed. In this regard, cash and cash equivalents represent that
portion of the System’s assets which, as of the end of the fiscal year, reside in the form of actual cash or short-term, highly liquid,
investment securities. This amount gives an indication of the System’s liquidity at fiscal year end. Conversely, the amounts shown as
investments represent those funds invested in longer-term securities (e.g., stocks, bonds, real estate) held for the purpose of generating
investment income. The sum of these assets, reduced by any liabilities owed by the System at fiscal year-end, represents the net assets
held in trust to pay pension benefits.

By contrast, the Statements of Changes in Plan Net Assets are intended to show, on a comparative basis, the major categories of income
earned (additions to plan net assets) and expenses incurred (deductions from plan net assets) by the System during the previous fiscal
year. As such, the System’s net income or loss accounts for the entire change in the net assets held in trust to pay pension benefits dur-
ing the fiscal year as a result of System operations. As with the System’s assets and liabilities, significant categories of income and
expense, as reported on the statement of changes in plan net assets, are separately disclosed to help clarify the major sources and uses
of System resources.

Finally, the note disclosures are provided as an integral component of the financial statements to help explain in narrative form some of
the more complex or less obvious elements of the statements. Further, the notes to the financial statements provide additional informa-
tion (e.g., significant accounting policies, categorization of custodial credit risk) that is essential for a comprehensive understanding of
the System’s financial condition and the results of its operations.

Beyond the basic financial statements, the System provides certain required schedules and related note disclosures that collectively
demonstrate the System’s annual progress toward funding its actuarial accrued liability (i.e., Schedule of Funding Progress) and discloses
a ten-year history of required employer contributions (i.e., Schedule of Contributions from Employers and Other Contributing Entity).
The importance of these schedules is best explained by reference to the previously discussed basic financial statements.

The Schedule of Funding Progress, while similar in scope to the Statements of Plan Net Assets in that it is primarily focused on reporting
on the accumulation of assets, differs from such statements both in its method for valuing such assets and in its approach to explaining
their relevance to the liability they are being accumulated to satisfy. In this regard, the Schedule of Funding Progress first takes a long-
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term, actuarial view toward valuing the System’s investment portfolio, as opposed to the market value approach reflected on the State-
ments of Plan Net Assets. Specifically, the System’s assets are valued (for funding purposes) using a methodology that distributes invest-
ment gains and losses over a five-year period in order to minimize the effects of annual market volatility on employer contribution rates.
The schedule then discloses the total actuarial accrued liability as projected to reflect the estimated effects of actuarial assumptions about
future membership, service credit and covered payroll. Thus computed, the actuarial value of assets and the actuarial accrued liability
are compared to disclose both the changes in the amount of unfunded actuarial liability, over a ten-year period, and the System’s
progress toward accumulating the necessary assets. This final piece, progress toward funding the actuarial accrued liability, is measured
on the schedule in two significant ways. First is the funded ratio, which measures the System’s ability to pay all projected benefits as
they become due. Second is the unfunded liability, as a percentage of covered payroll, which measures the participating employers’
capacity to pay all contributions required to fund the actuarial liability.

The Schedule of Contributions from Employers and Other Contributing Entity, much like the Schedule of Funding Progress, shares com-
mon characteristics with data disclosed in the basic financial statements. In this regard, both the Statements of Changes in Plan Net
Assets and the Schedule of Contributions from Employers and Other Contributing Entity disclose the amount of contributions received
from participating employers. However, the Schedule of Contributions from Employers and Other Contributing Entity differs from the
Statements of Changes in Plan Net Assets in that the schedule’s only focus is to disclose the contributions required to be made in accor-
dance with the System’s funding policy and the percentage of the required contributions actually made during the fiscal years presented.
The notes to the required supplementary information provide background information and explanatory detail to aid in understanding
the required supplementary schedules.

Finally, the other supplementary schedules, presented immediately after the required supplementary information, summarize the
changes in fund balances, disclose major categories of operating and investment expenses, discuss the development of the System'’s
statutory transfer refund rate and provide combining, plan-level detail related to asset, liability, income and expense amounts summa-
rized in the basic financial statements.

Analysis of Financial Position and Resulls of Operations

The System’s overall funding objective is to accumulate sufficient assets over time to meet its long-term benefit obligations as they
become due. Accordingly, collecting employer and member contributions as well as earning an adequate long-term rate of return on its
investments are essential components of the System’s plan for accumulating the funds needed to finance future retirement benefits. In
this regard, fiscal year 2003, although much improved over the prior 2 fiscal years, was another difficult year both for the financial mar-
kets and the economy as a whole.

Fiscal Year 2003 compared to 2002

Cash and cash equivalents and investments, at fair value, comprised 98.7% of the total assets of the Plan at June 30, 2003 and 2002
respectively, remaining unchanged for the current fiscal year.

The schedule below indicates a modest increase (1.1%) in the managed assets of the System. Cash and cash equivalents were more than
double the amount on hand at the end of fiscal year 2002. This was primarily due to a restructuring of the System’s investment portfolio
that was in progress at the 2003 fiscal year end. The restructuring, consisting of a reallocation of $1.3 billion out of internally managed
U.S. Treasuries into a corporate bond index fund and a corresponding reallocation of invested funds from international stocks into U.S.
Treasuries, explains the decreases in international stocks and U.S. government obligations and the increase in domestic corporate obliga-
tions. Mortgage and mortgage related securities also saw a significant decrease as part of the above referenced reallocation of assets.
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The decrease in domestic stocks was primarily due to a decline in the U.S. equity markets during the fiscal year ended June 30, 2003.
A schedule of the System’s investments and changes (by type) from fiscal year 2003 to 2002 is as follows (expressed in millions):

June 30, Change
2003 2002 Amount %

Cash & cash equivalents $ 2,436.7 $ 1,141.6 $1,295.1 113.4%
U.S. Government obligations 2,439.9 28923 (452.4) - 15.6%
Domestic corporate obligations 3,955.3 2,743.2 1,212.1 44.2%
International obligations 06.1 77.1 (11.0) - 14.3%
Domestic stocks 12,017.2 12,641.7 (624.5) - 4.9%
International stocks 3.981.9 4715.1 (733.2) - 15.6%
Mortgage & mortgage related securities 1,522.3 2,005.2 (482.9) - 24.1%
Real estate 7715 733.3 38.2 5.2%
Alternative investments 134.0 82.1 51.9 63.2%

Total managed investments 27,324.9 27,031.6 293.3 1.1%
Collateral for loaned securities 2,291.8 2,304.9 (13.1) - 0.6%
Total investments and cash & cash equivalents 29,616.7 29,336.5 280.2 1.0%

Contributions collected by the System increased during fiscal year 2003. Additionally, a recovery in the financial markets, especially
during the second half of fiscal year 2003, provided significant improvement in net investment income. The system experienced positive
investment returns after 2 consecutive years of negative returns. The fund, as expected, continues to pay out more in benefits than it
collects in contributions and that, coupled with an increase of over $100 million in benefits paid to retirees, negated much of the invest-
ment gain resulting in a modest net increase in plan net assets of $59 million.

A schedule of the System’s additions to and deductions from plan net assets and related changes (by major category) from fiscal year
2003 to 2002 is as follows (expressed in millions):

June 30, Change
2003 2002 Amount %

Employer contributions $ 2263 $ 2209 $ 0.0 - 0.3%
Member contributions 207.6 199.3 83 4.2%
Other & contribution interest 380.6 352.8 27.8 7.9%
Net investment income 756.7 (2,265.3) 3,022.0 133.4%

Total additions 1,571.2 (1,486.3) 3,057.5 205.7%
Benefit payments 1,474.3 1,372.3 102.0 7.4%
Refunds 16.3 17.5 (1.2 - 0.9%
Administrative expenses 213 20.1 1.2 06.0%

Total deductions 1,511.9 1,409.9 102.0 7.2%
Net increase (decrease) in
plan net assets 59.3 (2,896.2) 2,955.5 102.0%

Comprehensive Annual Financial Report 2003

17



Financial Section

Fiscal Year 2002 compared to 2001

Contributions collected by the System declined during fiscal year 2002, due primarily to a decrease in the actuarially determined
employer contribution rates. Additionally, declining financial markets affected most of the economic sectors in which the System held
investments during fiscal year 2002 thus producing the second consecutive year of negative investment returns for the System. As a
result, the System experienced a net investment loss of $2.3 billion for fiscal year 2002. This loss, when coupled with the $600 million
excess of benefits, refunds and administrative expenses incurred over employer and member contributions earned, resulted in a $2.9 bil-
lion reduction in total plan net assets for fiscal year 2002.

During fiscal year 2002, System revenues, which comprise employer and member contributions as well as earnings on investments,
increased by $830 million from $(2.3) billion in fiscal year 2001 to just under $(1.5) billion in fiscal year 2002. This positive change was
due primarily to better investment performance during fiscal year 2002.

Expenses for fiscal year 2002 totaled $1.4 billion, an increase of $95 million (7 percent) over fiscal year 2001. This increase was
attributable to an increase in total benefit payments resulting from the steadily increasing number of retirees and beneficiaries in pay
status. Expenses incurred to administer the System declined slightly in fiscal year 2002 after having remained fairly level for the past sev-
eral years.

A schedule of the System’s investments and changes (by type) from fiscal year 2002 to 2001 is as follows (expressed in millions):

June 30, Change
2002 2001 Amount %

Cash & cash equivalents $ 1,141.6 $ 9199 $ 2217 24.1%
U.S. Government obligations 2,892.3 2,3601.8 530.5 22.5%
Domestic corporate obligations 2,743.2 3,036.1 (292.9) - 9.6%
International obligations 77.1 185.5 (108.4) - 58.4%
Domestic stocks 12,641.7 14,391.8 (1,750.1) -12.2%
International stocks 4715.1 5,032.4 917.3) -16.3%
Mortgages & mortgage related securities 2,005.2 2,503.8 (498.6) - 19.9%
Real estate 733.3 768.3 (35.0) - 4.6%
Alternative investments 82.1 60.3 218 36.2%

Total managed investments 27,031.6 29,859.9 (2,828.3) - 95%
Collateral for loaned securities 2,304.9 2,623.8 (318.9) -12.2%

Total investments and cash & cash equivalents | $29,336.5 $32,483.7 $(3,147.2) - 9.7%

A schedule of the System’s additions to and deductions from plan net assets from fiscal year 2002 to 2001 is as follows
(expressed in millions):

June 30, Change
2002 2001 Amount %
Total additions (1,486.3) (2,314.7) 828.4 35.8%
Total deductions 1,409.9 1,314.6 95.3 7.2%
Net increase (decrease) in plan net assets (2,896.2) (3,629.3) 733.1 20.2%
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Analysis of Funded Status

The System remains financially sound as of June 30, 2003 and significantly ahead of its original actuarial funding schedule, which pro-
jected the System to be fully funded by the year 2020. As provided by law, any new unfunded liabilities arising during the fiscal year
ended June 30, 2001, or any fiscal year thereafter, will be funded over a 25 year period. The following chart illustrates this point.

Analysis of Funded Status
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In analyzing the System’s overall funded status, it is important to remember that a retirement system’s funding plan is based on a long
time horizon, where temporary ups and downs in the market are expected. The more critical factor is that the System be able to meet
the current expected earnings yield of, on average, a 7.75 percent annual return on investments.

Requests for nformation

Members of the System’s Board of Trustees and senior management are fiduciaries of the pension trust fund and, as such, are charged
with the responsibility of ensuring that the System’s assets are used exclusively for the benefit of plan participants and their beneficiar-

ies. This financial report is designed to provide an overview of the System’s finances and to demonstrate accountability for the resources

entrusted to the System for the benefit of all of the System’s stakeholders. Questions concerning any of the information provided in this
report or requests for additional financial information should be addressed to:

State Retirement and Pension System of Maryland
Attn: Mr. Arthur Broadwick
120 E. Baltimore Street, Suite 1660
Baltimore, Maryland 21202-1600

Comprehensive Annual Financial Report 2003
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STATEMENTS OF PLAN NET ASSETS
as of June 30, 2003 and 2002

(Expressed in Thousands)

2003 2002
Assets:
Cash & cash equivalents (note 3) $ 2,436,097 $ 1,141,644
Receivables:
Contributions:
Employers 10,639 10,228
Employers — long term (note 5) 79,713 81,614
Members 3,753 3,783
Accrued investment income 84,595 119,982
Investment sales proceeds 226,391 176,658
Total receivables 405,091 392,265
Investments, at fair value (notes 2 & 3):
U.S. Government obligations 2,439,957 2,892,274
Domestic corporate obligations 3,955,314 2,743,183
International obligations 66,099 77,116
Domestic stocks 12,017,175 12,641,718
International stocks 3,981,883 4,715,043
Mortgages & mortgage related securities 1,522,255 2,005,226
Real estate 771,507 733,338
Alternative investments 134,042 82,090
Collateral for loaned securities 2,291,759 2,304,930
Total investments 27,179,991 28,194,918
Total assets 30,021,779 29,728,827
Liabilities:
Accounts payable & accrued expenses (note 7) 43,739 44972
Investment commitments payable 957,197 709,284
Obligation for collateral for loaned securities 2,291,759 2,304,930
Other liabilities 1,262 1,131
Total liabilities 3,293,957 3,060,317
Net assets beld in trust for pension benefits $26,727,822 $26,668,510

(A schedule of funding progress is presented on page 30)

The accompanying notes are an integral part of these financial statements.
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STATEMENTS OF CHANGES IN PLAN NET ASSETS
for the Fiscal Years Ended June 30, 2003 and 2002
(Expressed in Thousands)

2003 2002
Additions:
Contributions (note 4):
Employers $ 226,344 $ 226913
Members 207,584 199,304
Other 374,986 347,106
Contribution interest (note 5) 5,570 5,699
Total contributions 814,484 779,022
Investment income:
Net appreciation (depreciation) in fair value of investments 107,467 (2,986,680)
Interest 406,360 467,733
Dividends 245,493 204,762
Real estate operating net income 31,016 29,161
Income before securities lending activity 790,836 (2,225,024)
Gross income from securities lending activity 38,712 67,493
Securities lending borrower rebates (29,037) (50,016)
Securities lending agent fees (1,933) (3,496)
Net income from securities lending activity 7,742 13,981
Total investment income 798,578 (2,211,043)
Less investment expenses (note 2f) (41,831) (54,272)
Net investment income 756,747 (2,265,315)
Total additions 1,571,231 (1,486,293)
Deductions:
Benefit payments 1,474,257 1,372,325
Refunds (note 6) 16,310 17,476
Administrative expenses (note 2f) 21,352 20,064
Total deductions 1,511,919 1,409,865
Net increase (decrease) in plan assets 59,312 (2,896,158)
Net assets beld in trust for pension benefits:
Beginning of the fiscal year (as restated - note 2h) 26,668,510 29,564,668
End of the fiscal year $26,727,822 $26,668,510

The accompanying notes are an integral part of these financial statements.
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NOTES TO THE FINANCIAL STATEMENTS

1. GENERAL DESCRIPTION OF THE SYSTEM

a. Organization

The State Retirement Agency (the “Agency”) is the administrator of the State Retirement and Pension System of Maryland (the
“System”), an agent multiple-employer public employee retirement system. The System was established by the State Person-
nel and Pensions Atrticle of the Annotated Code of Maryland to provide retirement allowances and other benefits to State
employees, teachers, police, judges, legislators and employees of participating governmental units. Responsibility for the Sys-
tem’s administration and operation is vested in a 14-member Board of Trustees.

The State of Maryland is the statutory guarantor for the payment of all pensions, annuities, retirement allowances, refunds,
reserves and other benefits of the System. The Agency is legally authorized to use all assets accumulated for the payment of
benefits to pay such obligations to any plan member or beneficiary as defined by the terms of the plan. Consequently, the
System is accounted for as a single plan as defined in Governmental Accounting Standards Board (GASB) Statement No. 25,
“Financial Reporting for Defined Benefit Pension Plans and Note Disclosures for Defined Contribution Plans.” Additionally, the
System is fiscally dependent on the State by virtue of the legislative and executive controls exercised with respect to its oper-
ations, policies and administrative budget. Accordingly, the System is included in the State’s reporting entity and disclosed in
its financial statements as a pension trust fund.

The System comprises the Teachers’ Retirement and Pension Systems, Employees’ Retirement and Pension Systems, State
Police Retirement System, Judges’ Retirement System, Law Enforcement Officers’ Pension System and the Local Fire and
Police System.

. Covered Members

The Teachers’ Retirement System was established on August 1, 1927 to provide retirement allowances and other benefits to
teachers in the State. Effective January 1, 1980, the Teachers’ Retirement System was closed to new members and the Teach-
ers’ Pension System was established. As a result, teachers hired after December 31, 1979 become members of the Teachers’
Pension System as a condition of employment. Members remaining in the Teachers’ Retirement System have the opportunity
to irrevocably elect to transfer to the Teachers’ Pension System. For those transferring, all prior service credit and member
contributions on earnings above the social security wage base are transferred from the Teachers’ Retirement System to the
Teachers’ Pension System, with member contributions on earnings up to the social security wage base being refunded (see
note 6).

On October 1, 1941, the Employees’ Retirement System was established to provide retirement allowances and other benefits
to State employees, elected and appointed officials and the employees of participating governmental units. Effective January
1, 1980, the Employees’ Retirement System was essentially closed to new members and the Employees’ Pension System was
established. As a result, State employees (other than correctional officers) and employees of participating governmental units
hired after December 31, 1979 become members of the Employees’ Pension System as a condition of employment, while all
State correctional officers and members of the Maryland General Assembly continue to be enrolled as members of the
Employees’ Retirement System. State employees and employees of participating governmental units remaining in the Employ-
ees’ Retirement System have the opportunity to irrevocably elect to transfer to the Employees’ Pension System. For those
transferring, all prior service credit and member contributions on earnings above the social security wage base are trans-
ferred from the Employees’ Retirement System to the Employees’ Pension System with member contributions on earnings up
to the social security wage base being refunded (see note 6). Currently, 132 governmental units participate in the Employees’
Systems.

The State Police Retirement System was established on July 1, 1949 to provide retirement allowances and other benefits to

any police employee or cadet of the Maryland State Police.

The Judges’ Retirement System was established on June 30, 1969 to provide retirement allowances and other benefits for
State and local, appointed or elected judges.

The Law Enforcement Officers’ Pension System was established on July 2, 1990 to provide retirement allowances and other
benefits for certain State and local law enforcement officers. This System includes both retirement plan and pension plan
provisions which are applicable to separate portions of this System’s membership. The retirement plan provisions are only
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applicable to those members who, on the date they elected to participate in this System, were members of the Employees’
Retirement System. This System’s pension plan provisions are applicable to all other participating law enforcement officers.

The Local Fire and Police System was established on July 1, 1989 to provide retirement allowances and other benefits for
law enforcement officers and fire fighters employed by participating governmental units. This System includes both retire-
ment plan and pension plan provisions which are applicable to separate portions of this System’s membership. The retire-
ment plan provisions are only applicable to those officers and fire fighters who, on the date they elected to participate in this
System, were members of the Employees’ Retirement System. This System’s pension plan provisions are applicable to all
other participating governmental unit law enforcement officers and fire fighters.

The following table presents a summary of membership by system as of June 30, 2003, with comparative 2002 totals:

Inactive & Retirees & Active Plan Participants

Deferred Vested | Beneficiaries Vested | Non-vested Total

Teachers’ Retirement & Pension Systems 18,861 43675 63,330 33,968 97,289
Employees’ Retirement & Pension Systems 26,561 44,591 58,893 30,393 89,286
Judges’ Retirement System 13 306 287 0 287
State Police Retirement System 41 1,695 1,182 360 1,542
Local Fire and Police System 35 33 80 47 127
Law Enforcement Officers’ Pension System 62 503 1,039 442 1,481
Totals as of June 30, 2003 45,573 90,803 124,811 65,210 190,021
Totals as of June 30, 2002 44,355 87,367 122,258 67,865 190,123

c. Summary of Significant Plan Provisions

All plan benefits are specified by the State Personnel and Pensions Atticle of the Annotated Code of Maryland. Retirement
allowances are computed using both the highest three years’ average final salary (AFS) and the actual number of years of
accumulated creditable service. Pension allowances are computed using both the highest three consecutive years’ AFS and
the actual number of years of accumulated creditable service. Various retirement options are available under each system
which ultimately determine how a retiree’s benefit allowance will be computed. Some of these options require actuarial
reductions based on the retiree’s and/or designated beneficiary’s attained age and similar actuarial factors. A brief summary
of the retirement eligibility requirements of, and the benefits available under, the various systems follows:

Service Retirement Allowances

A member of either the Teachers’” or Employees’ Retirement System is generally eligible for full retirement benefits upon the
earlier of attaining age 60 or accumulating 30 years of eligibility service regardless of age. The annual retirement allowance
equals 1/55 (1.8%) of the member’s AFS multiplied by the number of years of accumulated creditable service.

A member of either the Teachers’” or Employees’ Pension System is eligible for full retirement benefits upon the earlier of
attaining age 62, with specified years of eligibility service, or accumulating 30 years of eligibility service regardless of age.
Generally, the annual pension allowance for a member of either the Teachers’ or Employees’ Pension System equals 1.2% of
the member’s AFS, multiplied by the number of years of creditable service accumulated prior to July 1, 1998, plus 1.4% of
the member’s AFS, multiplied by the number of years of creditable service accumulated subsequent to June 30, 1998. How-
ever, the annual pension allowance for a member of the Employees’ Pension System, who is employed by a participating
governmental unit that does not provide the enhanced pension benefits, equals 0.8% of the member’s AFS up to the social
security integration level (SSIL), plus 1.5% of the member’s AFS in excess of the SSIL, multiplied by the number of years of
accumulated creditable service. For the purpose of computing pension allowances, the SSIL is the average of the social secu-
rity wage bases for the past 35 calendar years ending with the year the retiree separated from service.

A member of the State Police Retirement System is eligible for full retirement benefits upon the earlier of attaining age 50 or
accumulating 22 years of eligibility service regardless of age. The annual retirement allowance equals 2.55% of the member’s
AFS multiplied by the number of years of accumulated creditable service and may not exceed 71.4% of the member’s AFS.
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A member of the Judges' Retirement System is eligible for full retirement benefits upon attaining age 60. The annual retire-
ment allowance for a member with at least 16 years of accumulated creditable service equals 2/3 (66.7%) of the salary of an
active judge holding a comparable position. The annual retirement allowance is prorated if the member retires with fewer
than 16 years of accumulated creditable service.

A member of the Law Enforcement Officers’ Pension System is eligible for full retirement benefits upon the earlier of attain-
ing age 50 or accumulating 25 years of eligibility service regardless of age. The annual retirement allowance for a member
who is covered under the retirement plan provisions equals 1/50 (2.0%) of the member’s AFS multiplied by the number of
years of accumulated creditable service up to 30 years, plus 1/100 (1.0%) of the member’s AFS multiplied by the number of
years of accumulated creditable service in excess of 30 years. For members subject to the pension provisions, full service
pension allowances equal 2.0% of AFS up to a maximum benefit of 60% (30 years of credit).

A member of the Local Fire and Police System who is covered under the retirement plan provisions is eligible for full retire-
ment benefits upon the earlier of attaining age 60 or accumulating 25 years of eligibility service regardless of age. The annu-
al retirement allowance equals 1/50 (2.0%) of the member’s AFS multiplied by the number of years of accumulated
creditable service up to 30 years, plus 1/100 (1.0%) of the member’s AFS multiplied by the number of years of accumulated
creditable service in excess of 30 years. A member who is covered under the pension plan provisions is eligible for full pen-
sion benefits upon the earlier of attaining age 62 or accumulating 25 years of eligibility service regardless of age. The annual
pension allowance equals 1.0% of the member’s AFS up to the SSIL, plus 1.5% of the member’s AFS in excess of the SSIL,
multiplied by the number of years of accumulated creditable service.

Vested Allowances

Any member (other than a judge) who terminates employment before attaining retirement age but after accumulating 5 years
of eligibility service is eligible for a vested retirement allowance. Judges have no minimum service requirements prior to vest-
ing. A member who terminates employment prior to attaining retirement age and before accumulating 5 years of eligibility
service receives a refund of all member contributions and interest.

Early Service Retirement

A member of either the Teachers” or Employees’ Retirement System may retire with reduced benefits after completing 25
years of eligibility service. Benefits are reduced by 0.5% per month for each month remaining until the retiree either attains
age 60 or would have accumulated 30 years of eligibility service, whichever is less. The maximum reduction for a Teachers’
or Employees’” Retirement System member is 30%. A member of either the Teachers” or Employees’ Pension System may
retire with reduced benefits upon attaining age 55 with at least 15 years of eligibility service. Benefits are reduced by 0.5%
per month for each month remaining until the retiree attains age 62. The maximum reduction for a Teachers’ or Employees’
Pension System member is 42%. Members of the State Police, Judges’, Law Enforcement Officers’ and Local Fire and Police
Systems are not eligible for early service benefits.

Disability and Death Benefits

Generally, a member covered under retirement plan provisions who is permanently disabled after 5 years of service receives
a service allowance based on a minimum percentage (usually 25%) of the member’s AFS. A member covered under pension
plan provisions who is permanently disabled after accumulating 5 years of eligibility service receives a service allowance
computed as if service had continued with no change in salary until the retiree attained age 62. A member (other than a
member of the Maryland General Assembly or a judge, both of which are ineligible for accidental disability benefits) who is
permanently and totally disabled as the result of an accident occurring in the line of duty receives 2/3 (66.7%) of the mem-
ber’s AFS plus an annuity based on all member contributions and interest. Death benefits are equal to a member’s annual
salary as of the date of death plus all member contributions and interest.

Adjusted Retirement Allowances

Retirement and pension allowances are increased annually to provide for changes in the cost of living according to pre-
scribed formulae. Such adjustments for retirees are based on the annual change in the consumer price index. Generally, for
Teachers’ and Employees’ Pension System retirees, the pension allowance adjustments are limited to 3% of the preceding
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year’s allowance. However, annual increases to pension allowances for Employees’ Pension System retirees who were
employed by a participating governmental unit that does not provide enhanced pension benefits are limited to 3% of the ini-
tial allowance. Retirement allowances for legislators and judges are recalculated when the salary of an active member hold-
ing a comparable position is increased.

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

a.

Basis of Accounting

The System’s financial statements are prepared on the accrual basis of accounting. Accordingly, investment purchases and
sales are recorded as of their respective trade dates and all contributions, benefits and refunds are recognized in the period
when due. In accordance with GASB Statement No. 20, “Accounting and Financial Reporting for Proprietary Funds and
Other Governmental Entities that use Proprietary Fund Accounting”, the System has elected to apply all applicable GASB
pronouncements and only Financial Accounting Standards Board Statements and Interpretations, Accounting Principles Board
Opinions and Accounting Research Bulletins issued on or before November 30, 1989.

Investment Limitations

The State Personnel and Pensions Article of the Annotated Code of Maryland authorizes the System to invest plan assets in
stocks, bonds, notes, certificates of indebtedness, mortgage notes, real estate, debentures or other obligations, subject to the
terms, conditions, limitations and restrictions imposed by the Board of Trustees of the State Retirement and Pension System
of Maryland. As such, no more than 25% of the assets invested in common stocks may be invested in non-dividend paying
common stocks. In addition, no investment in any one organization may constitute more than 5% of the total assets of the

System (valued at cost). The System did not exceed either of these investment limits.

Portfolio Valuation Method

The System investments are reported at fair value. For fixed income securities, fair value is based on quoted market prices
provided by independent pricing services. Securities traded on a national or international exchange are valued at the last
reported sales price at current exchange rates. Mortgages and mortgage related securities are valued on the basis of future
principal and interest payments and are discounted at prevailing interest rates for similar instruments. Fair value for real
estate investments is based on estimated current values and independent appraisals. Fair value for alternative investments
and mutual funds (other than those funds traded on a national or international exchange) is based on information provided
by the applicable fund managers. Investment amounts presented in the Statements of Plan Net Assets represent the fair value
of the respective portfolios as of the fiscal year-end. Similarly, investment income amounts reported in the Statements of
Changes in Plan Net Assets represent the income or loss derived from such investments for the year then ended. According-
ly, significant market fluctuations could periodically occur subsequent to the financial statement valuation date, which are not
reflected in either the fair value of investments or the related investment income presented in these financial statements.

Securities Lending

The System’s investment policies, as approved by the Board of Trustees, permit the System’s custodial bank to lend System
securities to broker-dealers and other entities. During fiscal year 2003, the System’s custodial bank loaned securities of the
type on loan at year-end for collateral in the form of cash (see note 3b), other securities, or letters of credit of at least 102%
of the fair value of domestic securities and international fixed income securities and 105% of the fair value of international
equity securities. Collateral is marked-to-market daily. If the market value of the pledged collateral falls below the specified
levels, additional collateral is required to be pledged by the close of the next business day. Each such loan was executed
with a simultaneous agreement to return the collateral for the same securities in the future. Securities on loan at year-end for
cash collateral are presented as uncategorized in the schedule of custodial credit risk (see note 3). Securities on loan at year-
end for collateral other than cash are categorized according to the custodial credit risk category applicable to the collateral
received. In the event of a borrower’s default, the System’s custodial bank is obligated to indemnify the System if, and to the
extent that, the fair value of collateral is insufficient to replace the loaned securities. Similarly, in the event of a borrower’s
failure to remit income distributions declared by the issuers of securities on loan, the System’s custodial bank is obligated to
indemnify the System for any portion of such distributions not recoverable from the borrower’s collateral. The System has
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not experienced any loss due to credit or market risk on security lending activity since inception of the program. Further, as
of June 30, 2003, the System had no credit risk exposure to borrowers because the fair value of collateral held exceeded the
fair value of securities loaned.

Although the average term of the System’s security loans is one week, each loan can be terminated at will by either the Sys-
tem or the borrower. Cash collateral is invested in one of the lending agent’s short-term investment pools, which at June 30,
2003 had an average weighted maturity of two hundred fifty-two days and an interest rate sensitivity duration of sixty-four
days. Because the relationship between the maturities of the investment pools and the System’s security loans is affected by
the maturities of the loans made by other entities that use the agent’s pools, the System cannot match maturities. The System
cannot pledge or sell collateral securities received unless and until a borrower defaults. Investments made with cash received
as collateral and the corresponding liabilities are reported in the Statements of Plan Net Assets.

At June 30, 2003, the fair value of loaned securities and the related collateral were as follows (expressed in thousands):

Percent
Fair Value  Collateral  Collateralized
International equity securities $ 554,774 S 584,141 105.3%
Fixed and domestic equity securities 1,883,951 1,928,101 102.3%
Totals $2,438,725  $2,512,242

Derivatives

The System may invest in derivatives as permitted by guidelines established by the Board of Trustees. Compliance with these
guidelines is monitored by Agency staff. Pursuant to such authority, the System invests in foreign currency forward contracts,
options, futures, collateralized mortgage obligations, mortgage related securities, interest-only and principal-only securities.
No derivatives were purchased with borrowed funds.

Derivatives are generally used to hedge against foreign currency risk and changes in interest rates, improve yield and adjust
the duration of the System’s fixed income portfolio. These securities are subject to changes in value due to changes in inter-
est rates or currency valuations. Additionally, mortgage related securities are subject to prepayment risk when interest rates
are falling. Credit risk for derivatives results from the same considerations as other counterparty risk assumed by the System,
which is the risk that the counterparty might be unable to meet its obligations.

The System enters into forward foreign currency exchange contracts for hedging purposes to minimize the short-term impact
of foreign currency fluctuations on the asset positions of foreign investments. These foreign currency exchange contracts are
reported at fair value based on published market prices and quotations from major investment firms. The System could be
exposed to risk if the counter-parties to the contracts are unable to meet the terms of the contracts. The System seeks to
minimize risk from counter-parties by establishing minimum credit quality standards.

Administrative and Investment Expenses

All of the System’s administrative and investment expenses (e.g., salaries of Agency employees, investment advisory fees) are
incurred centrally and charged to each individual retirement or pension system on the basis of its percentage ownership in
the System’s net assets. All of the System’s administrative and investment expenses are funded from investment income. See
pages 34 and 35 for detailed schedules of administrative and investment expenses, respectively.
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g. Federal Income Tax Status

During the fiscal years ended June 30, 2003 and 2002, the System qualified under Section 401(a) of the Internal Revenue
Code and was exempt from federal income taxes under Section 501(a) of the Code.

h. Reclassifications and Restatements

Certain adjustments were made to the 2002 financial statements to conform to the 2003 financial statement presentation. The
recordation of long-term contributions receivable in fiscal year 2003 (note 5) resulted in related restatements (increase) of the
previously reported net asset balances.

3. CASH DEPOSITS AND INVESTMENTS

Cash and cash equivalents totaled $2,436,697,000 and $1,141,644,000 as of June 30, 2003 and 2002, respectively. Included as cash
equivalents for financial statement presentation purposes were certain short-term investments (e.g., commercial paper) which are cat-
egorized in note 3b for custodial credit risk purposes as investments. These cash equivalent investments totaled $2,334,885,000 and
$1,104,467,000 as of June 30, 2003 and 2002, respectively.

a. Cash Deposits

Cash deposits are categorized to give an indication of the level of custodial credit risk assumed by the System. Category 1
includes deposits insured or collateralized with securities held by the System or its agent in the System’s name. Category 2
includes deposits collateralized with securities held by the pledging financial institution’s trust department or agent in the
System’s name. Category 3 includes deposits which are uncollateralized. As of June 30, 2003, the carrying amount of both
the System’s uninsured and uncollateralized deposits and bank balance was $101,812,000 and comprises the System’s Cate-
gory 3 assets. Due to significantly higher cash flows at certain times of the year, the System’s uninsured and uncollateralized
deposits and bank balances increased significantly; as a result, the amounts of uninsured and uncollateralized deposits and
bank balances at those times were significantly higher.

b. Investments

The System’s investments are categorized to give an indication of the level of custodial credit risk assumed by the System.
Category 1 includes investments insured or registered or for which the securities are held by the System’s custodial bank in
the System’s name. Category 2 includes uninsured and unregistered investments for which the securities are held by a coun-
terparty’s trust department or agent in the System’s name. Category 3 includes uninsured and unregistered investments for
which the securities are held by a counterparty, its trust department or its agent, but not in the System’s name.

All of the System’s investments that are eligible for categorization meet the criteria of Category 1. All other investments are
not categorized because they are not evidenced by securities that exist in physical or book entry form.
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The following table presents a summary of the System’s investments, by category of custodial credit risk as of June 30, 2003,
with comparative 2002 totals (expressed in thousands):

Carrying Value
Category 1 2003 2002
Investments
Commercial paper $343,007 $343,007 $323,067
U.S. Government obligations 930,513 930,513 1,687,211
Domestic corporate obligations 1,806,219 1,806,219 2,701,177
Mortgage related securities 1,519,523 1,519,523 2,002,347
Domestic stocks 3,446,377 3,446,377 9,067,542
International obligations 3,593 3,593 4,847
International stocks 2,418,362 2,418,362 3,956,873
Total investments to be categorized $10,467,594 10,467,594 19,743,664
Mutual funds 11,630,456 3,400,318
Real estate 771,507 733,338
Mortgages 2,732 2,879
Alternative investments 134,042 82,090
Global pooled short-term investments 1,991,878 780,800
Investments held by borrowers under securities loans with cash collateral:
U.S. Government obligations 1,509,444 1,205,063
Domestic corporate obligations 10,384 42,006
Domestic stocks 152,134 246,127
International stocks 552,946 758,170
Collateral for loaned securities 2,291,759 2,304,930
Total invested assets $29,514,876 $29,299,385

4. CONTRIBUTIONS

The State Personnel and Pensions Atticle requires both active members and their respective employers to make contributions to the
System. Rates for required contributions by active members are established by law. Members of the Teachers’ and Employees’ Retire-
ment Systems are required to contribute 7% or 5% of earnable compensation depending upon the retirement option selected. Mem-
bers of the State Police and Judges' Retirement Systems are required to contribute 8% and 6% of earnable compensation,
respectively. Generally, members of the Teachers’ and Employees’ Pension Systems are required to contribute 2% of earnable com-
pensation. However, members of the Employees’ Pension System who are employed by a participating governmental unit that does
not provide the enhanced pension benefits are required to contribute 5% of earnable compensation in excess of the social security
taxable wage base.

Contribution rates for employer and other “non-employer” contributing entities are established by annual actuarial valuations using the
entry age normal cost method with projection and other actuarial assumptions adopted by the Board of Trustees. These contribution
rates have been established as the rates necessary to fully fund normal costs and amortize the unfunded actuarial accrued liability.

The unfunded actuarial liability is being amortized in distinct layers. The unfunded actuarial accrued liability which existed as of the
June 30, 2000 actuarial valuation is being amortized over a 40-year period (as provided by law) from July 1, 1980. Also as provided
by law, any new unfunded liabilities or surpluses arising during the fiscal year ended June 30, 2001, or any fiscal year thereafter, will
be amortized over a 25-year period from the end of the fiscal year in which the liability or surplus arose.
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Effective July 1, 2002, the law provides that the contribution rates may be more or less than the actuarially determined rates as
described above for the Employees’ Retirement and Pension Systems and the Teachers’ Retirement and Pension Systems. When the
funding ratio for each of the combined Systems is at least 90% but not more than 110%, the contribution rate will be the rate certi-
fied by the Board of Trustees for the previous fiscal year, adjusted to reflect legislative changes that result in changes to the normal
cost. If the funding ratio is below 90%, the contribution rate will be the sum of the contribution rate for the previous fiscal year and
20% of the difference between the full funding rate for the current fiscal year and the contribution rate for the previous fiscal year. If
the funding ratio is above 110%, the contribution rate will be the difference between the contribution rate for the previous fiscal year
and 20% of the difference between the contribution rate for the previous fiscal year and the full funding rate for the current fiscal year.

The State of Maryland (which is also a non-employer contributor to the Teachers’ Retirement and Pension Systems and the Judges’
Retirement System), the Maryland Automobile Insurance Fund, the Injured Workers’ Insurance Fund and 132 participating govern-
mental units make all of the employer and other (non-employer) contributions to the System.

5. LONG-TERM CONTRIBUTIONS RECEIVABLE

In addition to actuarially determined contributions, certain withdrawn employers also make annual installment payments, including
interest at the actuarially assumed rate of return in effect at the time of withdrawal (7% or 7.5% per year), for liabilities associated
with employees that have elected to stay in the System when their employer elected to withdraw. As of June 30, 2003 and 2002, the
outstanding balances were $79,713,000 and $81,614,000, respectively. These payments are due over various time periods, based on
the date of the employer’s withdrawal, and all are scheduled to culminate with their final payment in fiscal year 2020.

6. REFUNDS

Member contributions plus interest may be refunded to a member who withdraws from the System, or to the designated beneficiary
following a member’s death. In addition, members of the Teachers’ and Employees’ Retirement Systems who elect to transfer to the
corresponding pension system receive refunds of all or part (if earnings have been greater than the social security taxable wage
base) of their contributions plus interest. That portion of any member’s contributions not refunded is transferred with credited inter-
est to the applicable pension system. Employer contributions may also be refunded with interest to any participating governmental
unit electing to withdraw from the System. For the fiscal years ended June 30, 2003 and 2002, refunds to members and withdrawing
employers were as follows (expressed in thousands):

2003 2002
Member refunds ...........cccocovvviennnnn $11,198 $16,344
Employer refunds .......cccooorvinnnn. 5,112 1,132
Total refunds .......ccccoccvvvevennnn, $16,310 $17,476

7. ACCOUNTS PAYABLE AND ACCRUED EXPENSES

For the fiscal years ended June 30, 2003 and 2002, accounts payable and accrued expenses consisted of the following components
(expressed in thousands):

2003 2002
Administrative eXpenses.................... 510,783 $ 6,738
Investment management fees .......... 18,107 23,879
Tax and other withholdings.............. 14,849 14,355
TOAL e, $43,739 $44,972
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REQUIRED SUPPLEMENTARY INFORMATION

SCHEDULE OF FUNDING PROGRESS
(Expressed in Thousands)

Actuarial UAALas a
Actuarial Actuarial Value Accrued Liability Unfunded Funded Covered  Percentage of
Valuation Date of Assets (AAL) AAL (UAAL) Ratio Payroll  Covered Payroll

June 30, a b (b-a) (a/b) C [(b-a)/c]

1994 $16,272,577 $21,875,463 $5,602,886 74.39% $5,246,249 107%

1995 17,666,582 23,092,537 5,425,955 76.50 5,532,150 98

1996 19,455,280 24,240,883 4,785,603 80.26 5,640,834 85

1997 21,920,696 25,383,200 3,462,510 86.36 5,657,385 61

1998 24,850,355 27,416,935 2,566,580 90.64 5,900,456 43

1999* 27,646,579 28,475,380 828,801 97.09 6,312,417 13

2000 30,649,380 30,279,866 (369,514) 101.22 6,725,870 )

2001 31,914,778 32,469,942 555,164 98.29 7,255,036 8

2002 32,323,263 34,131,284 1,808,021 94.70 7,867,794 23

2003 32,631,465 34,974,601 2,343,136 93.30 8,134,419 29

* The 1999 actuarial accrued liability does not include an additional $153 million liability due to municipal employers voluntarily
electing enhanced benefits during the period July 1, 1999 to December 31, 1999.

SCHEDULE OF CONTRIBUTIONS FROM
EMPLOYERS AND OTHER CONTRIBUTING ENTITY
(Expressed in Thousands)

Fiscal Year Annual Required Percentage
Ended June 30, Contributions Contributed
1994 $657,429 100%
1995 089,342 100
1996 721,615 100
1997 740,258 100
1998 735,788 100
1999 093,353 100
2000 082,422 100
2001 034,309 100
2002 574,019 100
2003 654,578 92
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NOTES TO THE REQUIRED SUPPLEMENTARY INFORMATION

1. DESCRIPTION OF SCHEDULE OF FUNDING PROGRESS

The Schedule of Funding Progress summarizes the actuarial value of the System’s assets and actuarial accrued liability as of June 30,
2003 and each of the nine preceding fiscal years. The data presented in the schedule were obtained from the System’s independent
actuary’s annual valuation report for each year presented.

The schedule is presented to provide a consistent basis for measuring the System’s annual progress toward funding its actuarial
accrued liability in accordance with its actuarial funding method. The primary measure of funding progress is the System’s funded
ratio (i.e., actuarial value of assets expressed as a percentage of the actuarial accrued liability). An increase in the funded ratio indi-
cates improvement in the System’s ability to pay all projected benefits as they become due. The System is fully funded if the funded
ratio is greater than or equal to 100 percent. During the year ended June 30, 2003, the System’s funded ratio decreased from 94.70
percent to 93.30 percent.

The Schedule of Funding Progress also discloses the relationship between the System’s covered payroll (i.e., all elements included in
compensation paid to active members on which contributions are based) and the unfunded actuarial accrued liability. This relation-
ship, expressed as a ratio, is a measure of the significance of the unfunded actuarial accrued liability relative to the capacity to pay
all contributions required to fund the liability. A decrease in this ratio indicates improvement in the System’s strength. During the
year ended June 30, 2003, the System’s ratio of the unfunded actuarial accrued liability to its covered payroll went from 23 percent
to 29 percent.

2. ACTUARIAL METHODS AND ASSUMPTIONS

a. Funding Method

The System uses the entry age normal cost method with projection to determine the actuarial accrued liability on which future
employer contribution rates will be based. Under this funding method, a total contribution rate is determined which consists of
two elements, the normal cost rate and the unfunded actuarial liability rate (see note 4).

The unfunded actuarial accrued liability (UAAL) is being amortized, as a level percentage of payroll, in distinct pieces. The UAAL
which existed as of the June 30, 2000 actuarial valuation is being amortized over the remaining 17-year period to June 30, 2020.
Each new layer of UAAL arising subsequent to the year ended June 30, 2000 is being amortized in separate annual layers over a
25-year period. The equivalent single amortization period is 30 years.

b. Asset Valuation Method

Assets are valued for funding purposes using a five-year moving average. Under this method, the year end actuarial asset value
equals 1/5 of the current fiscal year end fair value, as reported in the financial statements, plus 4/5 of the “expected market
value”. For purposes of this calculation, the “expected market value” is the preceding fiscal year’s actuarial asset value, adjusted
for the current fiscal year’s cash flows with interest accumulated at the actuarial assumed rate of return on investments.

c. Actuarial Assumptions

The assumptions used for the actuarial valuation were recommended by the System’s independent actuary, based upon periodic
analyses of the System’s experience, and adopted by the Board of Trustees. Differences between assumed and actuarial experi-
ence (i.e., actuarial gains and losses) are part of the unfunded actuarial liability. The following significant assumptions were used
in the actuarial valuation as of June 30, 2003:

e a rate of return on investments of 7.75 percent compounded annually (adopted June 30, 2003);
¢ projected salary increases of 4 percent compounded annually, attributable to inflation (adopted June 30, 2003);

* additional projected salary increases ranging from 0.00 percent to 11.96 percent per year attributable to seniority and
merit (adopted June 30, 2003);
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e post-retirement benefit increases ranging from 3 percent to 4 percent per year depending on the system (adopted June
30, 2003);

¢ rates of mortality, termination of service, disablement and retirement based on actual experience during the period from
1981 through 2002 (adopted June 30, 2003); and

e an increase in the aggregate active member payroll of 4 percent annually (adopted June 30, 2003).

OTHER SUPPLEMENTARY INFORMATION

FUND BALANCE ACCOUNTS

As provided by law, all System assets must be credited, according to the purpose for which they are held, to either the Annuity Savings
Fund, the Accumulation Fund or the Expense Fund. These funds are classified as accounts for financial reporting purposes and are fur-
ther explained as follows:

a. Annuity Savings Fund:

Members’ contributions together with interest thereon, at statutory interest rates, are credited to the Annuity Savings Fund. Upon
retirement, members’ accumulated contributions and interest are transferred from the Annuity Savings Fund to the Accumulation
Fund.

b. Accumulation Fund:

Contributions made by employers, other contributions and investment income are credited to the Accumulation Fund. All retire-
ment, disability and death benefits are paid from this Fund.

c. Expense Fund:

All expenses for the administration and operation of the System are recorded in the Expense Fund. During the year, funds are
transferred from the Accumulation Fund to the Expense Fund to cover expenses incurred.
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SCHEDULE OF FUND BALANCES
for the Fiscal Year Ended June 30, 2003 (with Comparative 2002 Totals)
(Expressed in Thousands)
Annuity Savings Accumulation Expense Totals
Fund Fund Fund 2003 2002
Fund balances, beginning of year $1,858,781 $24,809,729 $ - $26,668,510 $29,564,668
Additions:
Net investment income - 798,578 (41,831) 756,747 (2,265,315)
Contributions (note 4):
Employers - 226,344 - 226,344 226,913
Members 207,584 - - 207,584 199,304
Other - 374,986 - 374,986 347,106
Contribution interest - 5,570 - 5,570 5,699
Deductions:
Benefit payments - (1,474,257) - (1,474,257) (1,372,325)
Refunds (note 6) (11,198) (5,112) - (16,310) (17,476)
Administrative expenses (note 2f) - - (21,352) (21,352) (20,064)
Transfers:
From the Accumulation Fund to the
Annuity Savings Fund for interest
credited to members’ accounts 79,533 (79,533) - - -
To the Accumulation Fund from the
Annuity Savings Fund for
contributions of retiring members (161,330) 161,330 - - -
From the Accumulation Fund to the
Expense Fund for administrative
and investment expenses - (63,183) 63,183 - -
Net changes in fund balances 114,589 (55,277) - 59,312 (2,896,158)
Fund balances, end of year $1,973,370 $24,754,452 $ - $26,727,822 $26,608,510
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SCHEDULE OF ADMINISTRATIVE EXPENSES
for the Fiscal Years Ended June 30, 2003 and 2002

(Expressed in Thousands)
2003 2002
Personnel services:
Staff salaries $ 9,105 $ 9,240
Fringe benefits 2,313 2,372
Total personnel services 11,418 11,612
Professional and contractual services:
Actuarial 102 163
Legal and financial 223 364
Consulting services 05 -
Data processing 5,193 3,882
Other contractual services 402 392
Total professional and contractual services 5,985 4,801
Miscellaneous:
Communications 1,290 1,146
Rent 1,618 1,475
Equipment and supplies 258 282
Other 783 748
Total miscellaneous 3,949 3,651
Total administrative expenses $21,352 $20,064

34 State Retirement and Pension System of Maryland



Financial Section

SCHEDULE OF INVESTMENT EXPENSES
for the Fiscal Years Ended June 30, 2003 and 2002
(Expressed in Thousands)

2003 2002
Investment advisors:

Equity managers $23,467 $35,340
Fixed managers 7,285 8,157
Real estate managers 9,188 9,368
Total investment advisory fees 39,940 52,865

Other investment service fees:
Master custody 860 821
Income verification services 284 284
Investment consultant 420 -
Other investment expenses 321 302
Total other investment service fees 1,891 1,407
Total investment expenses $41,831 $54,272

Transfer Refund Rate

Members of the Teachers’ and Employees’ Retirement Systems who elect to transfer to the corresponding pension systems
receive transfer refunds. Such refunds include interest calculated using the transfer refund rate in effect for the calendar
year in which the transfer becomes effective. The transfer refund rate is determined at the end of each fiscal year for the
upcoming calendar year in accordance with Title 22 of the State Personnel and Pensions Article of the Annotated Code of
Maryland and the related regulations. Accordingly, the refund interest rate is required to be calculated using realized
investment income and total investments valued at their historical cost. The transfer refund rates in effect for calendar
years 2003 and 2002 were 8.2 and 10.2 percent, respectively. For purposes of computing the 2003 and 2002 transfer
refund rates, the following cost basis financial data, in addition to certain preceding years’ cost basis financial data, were
used (expressed in thousands):

Fiscal year Fiscal year

2002 data 2001 data

Realized investment income $ 120,971 $ 951,358
Cost basis of investments 26,208,427 26,773,752

Comprehensive Annual Financial Report 2003



Financial Section

SCHEDULE OF PLAN NET

as of June 30, 2003

(Expressed in Thousands)

Assets:

Cash & cash equivalents (note 3)

Receivables:
Contributions:
Employers
Employers - long term (note 5)
Members
Accrued investment income
Investment sales proceeds
Due from other systems
Total receivables

Investments, at fair value (notes 2 & 3):
U.S. Government obligations
Domestic corporate obligations
International obligations
Domestic stocks
International stocks

Mortgages & mortgage related securities

Real estate

Alternative investments

Collateral for loaned securities
Total investments

Total assets

Liabilities:

Accounts payable & accrued expenses
Investment commitments payable
Obligation for collateral for loaned securities
Other liabilities
Due to other systems

Total liabilities

Net assets beld in trust for pension benefits

* Intersystem due from/due to have been eliminated in the financial statements.

(A schedule of funding progress is presented on page 30)

Teachers’
Retirement
and Pension
Systems

$ 1,468,283

2

365
52,585
141,791
20
194,763

1,534,077
2,486,830
41,558
7,147,952
2,309,057
957,089
457,305
79,627
1,440,901
16,514,396
18,177 442

27,546
599,849
1,440,901
764

15
2,069,075

$16,108,367

Employees’
Retirement
and Pension
Systems

$ 832,173

9,164
79,713
3,037
28,770
76,772
71
197,527

826,218
1,339,348
22,382
4,152,326
1,375,615
515,466
267,273
46,360
776,035
9,321,023
10,350,723

13,751
324,539
776,035

435
69
1,114,829

$ 9,235,894

Judges’
Retirement
System

$ 22275

27
2
458
1,117

1,604

11,442
18,549
310
97,735
32,327
7,139
6,430
1,100
10,747
185,779
209,658

439
4,689
10,747
8

15,383

$ 193775
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ASSETS BY SYSTEM
State Police Local Fire Law Enforcement
Retirement and Police Officers’ Pension
System System System Subtotal Eliminations* Total
$ 89,779 $ 2,115 $ 22072 $ 2,436,097 $ - $ 2,436,697
277 - 1,169 10,639 - 10,639
- - - 79,713 - 79,713
248 - 101 3,753 - 3,753
2,181 17 584 84,595 - 84,595
5,089 42 1,580 226,391 - 226,391
- - - - 9 oD -
7,795 59 3,434 405,182 9D 405,091
50,675 431 17,114 2,439,957 - 2,439,957
82,147 098 27,742 3,955,314 - 3,955,314
1,373 12 464 66,099 - 66,099
536,912 3,823 78,427 12,017,175 - 12,017,175
177,555 1,260 26,069 3,981,883 - 3,981,883
31,615 269 10,677 1,522,255 - 1,522,255
35,421 265 4813 771,507 - 771,507
6,050 44 861 134,042 - 134,042
47,597 405 16,074 2,291,759 - 2,291,759
969,345 7,207 182,241 27,179,991 - 27,179,991
1,066,919 9,381 207,747 30,021,870 9D 30,021,779
1,672 11 320 43,739 - 43,739
21,263 178 6,679 957,197 - 957,197
47,597 405 16,074 2,291,759 - 2,291,759
47 - 8 1,262 - 1,262
70,579 594 23,088 3,294,048 9D 3,293,957
$ _

$ 996,340

$ 8787

$ 184,659

$26,727,822

$26,727,822

Comprehensive Annual Financial Report 2003

37



Financial Section

SCHEDULE OF CHANGES IN

for the Fiscal Year Ended
(Expressed in Thousands)

Additions:

Contributions (note 4):

Employers

Members

Other

Contribution interest (note 5)
Total contributions

Investment income:

Net appreciation (depreciation) in fair value of investments

Interest
Dividends
Real estate operating net income
Income before securities lending activity

Gross income from securities lending activity
Securities lending borrower rebates
Securities lending agent fees
Net income from securities lending activity
Total investment income
Less investment expenses
Net investment income

Transfers from other systems

Total additions

Deductions:

Benefit payments
Refunds (note 6)
Administrative expenses (note 2f)
Transfers to other systems
Total deductions

Net increase (decrease) in plan assets

Net assets beld in trust for pension benefits:

* Intersystem transfers have been eliminated in the financial statements.

Beginning of the fiscal year
End of the fiscal year

Teachers’
Retirement
and Pension
Systems

$ 13432
112,617
374,787

500,836

90,724
254,563
141,333

18,387
505,007

24,308
(18,233)
(1,214)
4,861
509,868
(25,305)
484,563

295
985,694
911,059

4,546
12,917

877

929,399
56,295

16,052,072
$16,108,367

Employees’
Retirement

and Pension

Systems

$ 167,241
83,855
5,570
256,606

31,086
138,251
86,330
10,746
266,413

13,152
(9,865)
(657)

2,630
269,043
(14,403)
254,640

883
512,189
481,265

11,351
7,353
5,338

505,307
6,882

9,229,012
$ 9,235,804

Judges’
Retirement
System

14,652
1,479
199

16,330

(1,846)
2,095
2,486

259

2,994

187
(140)

©

38

3,032

(294)

2,738

19,068

17,334

149
1

17,484

1,584

192,191

193,775

38

State Retirement and Pension System of Maryland



Financial Section

PLAN NET ASSETS BY SYSTEM

June 30, 2003

State Police
Retirement
System

$ 4850
6,694

11,544

(13,308)
9,431
13,984
1422
11,529

841
63D
(42)
168
11,697
(1,563)
10,134

16

21,694
54,046

361

798
1
55,206
(33,512)

1,029,852
$ 996,340

Local Fire
and Police
System

(535
107
310

(11D

®)

(109)

(1D

(120)
2,088

2,790

600

2,724

3,330

(540)

9,327

$ 8,787

Law Enforcement
Officers’ Pension

System

$ 25347
2,939

28,286

1,346
2,413
1,050

195

5,004

217
(163)

an

43

5,047

(255)

4,792
5,673

38,751

9,953
52
129
14

10,148

28,603

156,056

$ 184,659

Subtotal

$ 226,344
207,584
374,986

5,570

814,484

107,467
406,860
245,493

31,016

790,836

38,712
(29,037

(1,933)

7,742

798,578

(41,831)

756,747
8,955

1,580,186

1,474,257
16,310
21,352

8,955

1,520,874

59,312

26,608,510

$26,727,822

Eliminations*
$ R
(8,955)
(8,955
(8,955
(8,955)
$ R

Total

$ 226,344
207,584
374,986

5,570

814,484

107,467
406,860
245,493

31,016

790,836

38,712
(29,037

(1,933

7,742

798,578

(41,831

756,747

1,571,231

1,474,257
16,310
21,352

1,511,919

59,312

20,608,510

$26,727,822
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